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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

GCEKE, Judge: On January 6, 2003, respondent issued a
notice of deficiency determ ning Federal inconme tax deficiencies
for petitioner’s tax years ended June 30, 1998, 1999, and 2000,
of $82,686, $83,016, and $103, 855, respectively. Anpng other
t hi ngs, respondent partially disallowed petitioner’s deductions

for conpensation paid to its sharehol der-enpl oyees of $204,577 in
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1998, $242,227 in 1999, and $292,474 in 2000. Respondent
di sal | oned these deducti ons because he determ ned that the
conpensation petitioner paid to its sharehol der-enpl oyees was
unr easonabl e under section 162(a).! Petitioner tinmely petitioned
this Court. After concessions, the remaining issue for decision
is whether petitioner’s paynents to its sharehol der-enpl oyees
were reasonable for the years in issue. W hold that they were.
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. Wen petitioner
petitioned this Court, its principal place of business was in
Far go, North Dakot a.

A. General Backgr ound

Darle MIler (Darle) and his father entered the drywall
construction business in the md-1970s. Darle acquired the
drywal | construction business fromhis father before 1980 and
initially operated it as a sole proprietorship. Darle
i ncor porated the business on July 1, 1980, as a C corporation.
Darl e paid $2,000 for 200 shares of petitioner’s stock, and

Darle’s brother Dean M Il er (Dean) paid $2,500 for 50 shares of

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect during the years in issue,
and all Rule references are to the Tax Court Rul es of Practice
and Procedure.
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petitioner’s stock.? On June 30, 1982, Dean paid $2,150 to
petitioner for 43 additional shares of its stock, and Darle’s

ot her brother Rocky MIler (Rocky) paid $4,650 to petitioner for
93 shares of stock. From June 30, 1982, until June 30, 2000,

petitioner was owned by the three brothers as foll ows:

Shar ehol der Percent Omership
Darle M| er 51. 8%

Dean M1l er 24.1

Rocky M Il er 24.1

Since its inception, petitioner’s tax year has ended June 30.

B. Petitioner’s Business

Petitioner’s primary business was interior wall
construction. Wall construction includes the placing of studs,
insulating the walls, hanging drywall and other wall materials as
requi red, and drywall taping (collectively, the drywall
construction business). Since the early 1990s, petitioner has
l[imted its geographic business area to Fargo, North Dakota, and
Moor head, M nnesot a.

Petitioner was a subcontractor. It was awarded construction
j obs from general contractors by submtting the lowest bid to
conplete a specific job (a |l owest bid commodity business).
Petitioner primarily bid on commercial construction projects.

After being awarded a job, petitioner purchased the supplies

2The record is devoid of an explanation why Darle paid |ess
t han Dean for each share of petitioner’s stock
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Darle anticipated it needed to conplete the job and arranged for
themto be delivered to the job site. Petitioner maintained a
smal |l inventory of drywall, studs, and nud at its warehouse.

C. Conpetition in the Drywall Business

The drywal | construction business is a conpetitive industry
because jobs are generally awarded to the | owest bidder, and
because a mnimal capital investnent allows a conpetitor to enter
the drywall construction industry. A drywall construction
busi ness is established with a capital investnment of about $300,
which is used to purchase a tool belt, a screw gun and cord, and
a T-square. There are no proficiency examrequirenments, but
petitioner is required to have a contractor’s license to place
its bids with general contractors.

D. Petitioner’s Sharehol der - Enpl oyees

1. Darle Ml er

Darl e was the chief executive officer (CEO and president of
petitioner. He perfornmed many duties as CEQO, including preparing
and submtting job bids, scheduling projects and jobs, hiring and
coordi nati ng enpl oyees, coordinating activities between
petitioner and the general contractors, ordering supplies,
dealing with payroll issues, and confronting any problens that
arose. Darle usually arrived at the office by 7 a.m, opened it
for business, checked nmessages, and returned phone calls. It was

common for Darle to deliver supplies and equi pnment to the
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different job sites when Rocky and Dean were unavailable. Darle
occasionally even perfornmed | abor-intensive tasks including, but
not limted to, hanging sheet rock, drywall taping, and unl oadi ng
materials at different job sites. Darle regularly brought job

pl ans home with himat night to estimate the cost of conpleting a
j ob.

The success of petitioner’s business depended on accurately
estimating the cost of conpleting a job. After Darle estimated
the cost of conpleting a potential job, he determ ned the anount
petitioner would bid to maxi m ze profits and, at the same tine,
remain conpetitive in the bidding process.

On average, Darle worked 55 hours per week during the years
in issue, but worked 60 to 65 hours per week when petitioner was
establishing itself in the drywall construction industry.

2. Rocky M1l er

Rocky was petitioner’s vice president. H's primary duty was
j ob-site supervisor, which required himto supervise the workers
on a job site, determ ne what materials were needed on a job
site, hire and fire enployees on petitioner’s behal f, coordinate
the progress of each job with Darle, and perform ot her day-to-day
operations. Rocky perfornmed additional duties including, inter
alia, delivering materials to the job sites and perform ng
physi cal |abor, such as hangi ng sheetrock, drywall taping,

repairing equi pnent, and renoving snow at the sites.
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A usual workday for Rocky began around 5:30 a.m wth
| oading the materials needed at a specific job site into
petitioner’s work trucks. Rocky then delivered those materials
to the job site. Wen petitioner was engaged in many small jobs,
Rocky went to nultiple sites during a single workday. Rocky’'s
wor kday ended around 5:30 p.m During the years in issue, Rocky
wor ked an average of 55 to 60 hours per week.

3. Dean Ml er

Dean was petitioner’s secretary/treasurer. However, Dean
primarily functioned as a job-site supervisor, which required him
to performthe sane duties as Rocky. Dean’s typical workday and
wor kweek were simlar to Rocky’s.

E. Conpensation Paid by Petitioner to |Its Sharehol der -
Enpl oyees

For tax years ended after June 30, 1996, Darle’'s base salary

was $300, 000, except for the taxable year ended June 30, 1999,
when his base salary was $282,501. Darle was paid a bonus for
the tax years ended June 30, 1984 through 1997, and 2000.

Darle’s total conpensation was as foll ows:



TYE Base
June 30 Sal ary
1983 $36, 000
1985 36, 000
1987 36, 000
1988 36, 000
1989 36, 000
1990 36, 000
1991 88, 000
1992 41, 000
1993 60, 000
1994 72,000
1995 72,000
1996 300, 000
1997 300, 000
1998 300, 000
1999 282, 501
2000 300, 000

Dean and Rocky each recei ved base annual
for each tax year after
bonuses during all

and Rocky the sane anount of total

pl us bonus),

but the total

1996.

Tot al
Bonus Conpensati on
$22, 000 $58, 000
133, 000 169, 000
40, 000 76, 000
60, 000 96, 000
60, 000 96, 000
119, 057 155, 057
120, 000 208, 000
167, 208 208, 208
181, 248 241, 248
270, 160 342, 160
258, 480 330, 480
86, 000 386, 000
- 0- 300, 000
- 0- 300, 000
- 0- 282, 501
140, 000 440, 000

sal ari es of $90, 000

Dean and Rocky were both paid

3 tax years in issue.

annual

Petiti oner

pai d Dean

conpensation (salary

anounts varied fromyear to year

follow ng table represents Rocky's and Dean’s i ndividual

conpensati on:

The



TYE Base Tot al
June 30 Sal ary Bonus Conpensati on
1983 $36, 000  $15, 000 $51, 000
1985 36,000 104, 700 140, 700
1987 36, 000 30, 000 66, 000
1988 36, 000 40, 000 76, 000
1989 36, 000 30, 000 66, 000
1990 36, 000 40, 471 76, 471
1991 56, 404 40, 000 96, 404
1992 34,900 61, 196 96, 096
1993 43, 200 69, 376 112,576
1994 48,000 109, 920 157, 920
1995 48,000 105, 760 153, 760
1996 90,000 109, 000 199, 000
1997 90, 000 60, 000 150, 000
1998 90, 000 60, 000 150, 000
1999 90, 000 60, 000 150, 000
2000 90,000 160, 000 250, 000
F. Petitioner’s Financial Condition

From 1980 t hrough 1982, the sharehol der-enpl oyees
capitalized petitioner with contributions of property totaling
$11,300. No additional capital contributions were nmade. As of
June 30, 2000, petitioner had retained earnings of $781, 702 and
total sharehol der equity of $793,002. Petitioner never decl ared

a di vi dend.
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OPI NI ON

Section 162(a)(1l) permts a taxpayer to deduct “a reasonabl e
al l omance for salaries or other conpensation for personal
services actually rendered”. A taxpayer can take a deduction for
conpensation only if: (1) The paynents were reasonable in
anount, and (2) the paynents were for services actually rendered.
Sec. 1.162-7(a), Incone Tax Regs.

Petitioner argues that the total conpensation it paid toits
shar ehol der - enpl oyees was deducti bl e because it was reasonabl e
under section 162(a). Respondent avers that the anmounts of
conpensation for petitioner’s tax years ended June 30, 1998
t hrough 2000, were unreasonabl e and were, instead, disguised
dividends. 1In this case, the parties agree that the sole issue
i s whether the paynents petitioner made to its sharehol der-
enpl oyees were reasonabl e.

| . Appl i cabl e Casel aw

Because this case appears to be appeal able to the Court of
Appeals for the Eighth Crcuit, see sec. 7482(b)(1)(B), we shal
follow the rel evant decisions of that circuit, see Golsen v.

Comm ssioner, 54 T.C. 742 (1970), affd. 445 F.2d 985 (10th G r

1971).
Whet her the conpensation paid by a corporate taxpayer to a
shar ehol der - enpl oyee was reasonable is a question of fact.

Onensby & Kritikos, Inc. v. Comnmi ssioner, 819 F.2d 1315, 1323
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(5th Gr. 1987), affg. T.C. Menp. 1985-267; Elliotts, Inc. v.

Comm ssioner, 716 F.2d 1241, 1245 (9th GCr. 1983), revg. T.C

Meno. 1980-282; Charles Schneider & Co. v. Conm ssioner, 500 F.2d

148, 151 (8th Cir. 1974), affg. T.C. Menp. 1973-130. Situations
i ndi cating that sharehol der-enpl oyees were not dealing with the
corporation at armis length warrant close scrutiny. This ensures
that no part of the purported conpensati on was a di sgui sed

di vi dend. Onensbhby & Kritikos, Inc. v. Conni ssioner, supra; Hei

Beauty Supplies, Inc. v. Conmm ssioner, 199 F.2d 193, 194 (8th

Cr. 1952), affg. a Menorandum Qpinion of this Court dated Dec.
13, 1950. Nunerous factors have been used in determning the
reasonabl eness of conpensation, with no single factor being

di spositive. See Rapco, Inc. v. Conm ssioner, 85 F.3d 950, 954

(2d Cir. 1996) (applying the factor analysis fromthe perspective
of an independent investor), affg. T.C. Menp. 1995-128; Omensby &

Kritikos, Inc. v. Conm ssioner, supra at 1323; Pepsi—Col a

Bottling Co. v. Conm ssioner, 528 F.2d 176, 178 (10th Cr. 1975),

affg. 61 T.C. 564 (1974); Charles Schneider & Co. v.

Conm ssi oner, supra at 152 (identifying nine factors); RTS |nv.

Corp. v. Conm ssioner, T.C Meno. 1987-98 (identifying eight

factors), affd. 877 F.2d 647 (8th Cr. 1989). But cf. Exacto

Spring Corp. v. Conm ssioner, 196 F.3d 833, 838 (7th Gr. 1999)

(appl yi ng the “independent investor test” rather than the

mul ti pl e-factor approach used by the majority of circuits), revg.
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Heitz v. Commi ssioner, T.C Meno. 1998-220. These factors

include, but are not limted to: (1) Enployee qualifications;
(2) the nature, extent, and scope of the enployee’s work; (3) the
size and conplexity of the business; (4) prevailing general
econom ¢ conditions; (5) the enployee’s conpensation as a
percentage of gross and net incone; (6) the enployee-

shar ehol ders’ conpensation conpared with distributions to
sharehol ders; (7) the enpl oyee-sharehol ders’ conpensati on
conpared with that paid to non-sharehol der-enpl oyees or paid in
prior years; (8) prevailing rates of conpensation for conparable
positions in conparable concerns; and (9) conparison of
conpensation paid to a particul ar sharehol der-enpl oyee in

previ ous years where the corporation has a |imted nunber of

of ficers.

The Court of Appeals for the Eighth Crcuit has not applied

t he i ndependent investor test, but in Wagner Constr., Inc. V.

Conmi ssioner, T.C. Menp. 2001-160, which would have been

appeal able to the Court of Appeals for the Eighth Grcuit, we
applied the i ndependent investor test as a | ens through which we

view each factor. See also Haffner’'s Serv. Stations, Inc. v.

Comm ssioner, T.C Meno. 2002-38, affd. 326 F.3d 1 (1st Cr

2003). In general, this test questions whether an inactive,
i ndependent investor would have been willing to pay the anmount of

di sputed conpensation on the basis of the facts of each
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particul ar case. See Elliotts, Inc. v. Conm ssioner, supra at

1246; Haffner’'s Serv. Stations, Inc. v. Conmni SSioner, supra.

This test allows us to deci de whether the anmount of conpensation
paid to petitioner’s sharehol der-enpl oyees woul d have been the
sane had they engaged in an arm s-length negotiation. See also

Heil Beauty Supplies, Inc. v. Conmmi ssioner, supra at 194. One

inmportant inquiry in applying this test is whether the
corporation’s sharehol ders received a fair return on their

i nvestnents. See Rapco, Inc. v. Commi ssioner, supra at 955.

In perform ng our analysis, we generally review each
shar ehol der - enpl oyee’ s conpensati on separately because whet her
his salary was reasonabl e depends on the services he perforned.

See RTS Inv. Corp. v. Commi SSioner, supra. In this case, we

shal |l review Dean’s and Rocky’ s sal aries concurrently because
they perforned simlar services for petitioner.

1. Burden of Proof

Under Rule 142(a), petitioner has the burden of proving that
t he conpensation paid to its sharehol der-enpl oyees was reasonabl e

for deduction purposes. See Welch v. Helvering, 290 U S 111

115 (1933). Section 7491(a) provides a taxpayer with the
opportunity to shift the burden of proof to the Conm ssioner
under specific circunstances. To shift the burden of proof, a

t axpayer must have conplied with all the requirenments in section

7491(a). See Higbee v. Conmm ssioner, 116 T.C. 438 (2001); E.J.
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Harri son & Sons, Inc. v. Commi ssioner, T.C Meno. 2003-2309.

Here, petitioner has not argued the application of section 7491
nor established that it satisfied the requirenents in section
7491. Neverthel ess, we decide this case on the preponderance of
the evidence, and therefore it is unaffected by section 7491.

See Bl odgett v. Conmm ssioner, 394 F. 3d 1030, 1035 (8th G

2005), affg. T.C. Meno. 2003-212.

[11. Expert Testi nony

Leonard J. Sliwoski, C.P.A, Ph.D, testified at trial as an
expert witness on petitioner’s behalf. WIIliam C. Herber,
C.B.A, testified at trial as an expert witness on respondent’s
behalf. At trial, the parties orally stipulated the
qualifications of both Dr. Sliwoski and M. Herber. Opinion
testinony of an expert is admssible if it assists the trier of
fact in understanding evidence that will determne a fact in
issue. See Fed. R Evid. 702. W decide, as the trier of fact,
the weight afforded a witness’'s testinony, and we are not
conpell ed to accept any testinony even when it is uncontradicted.

See MG aw v. Conm ssioner, 384 F.3d 965, 972 (8th Cr. 2004),

affg. Butler v. Conm ssioner, T.C Meno. 2002-314; Paul E. Kummer

Realty Co. v. Comm ssioner, 511 F.2d 313, 315 (8th Cr. 1975),

affg. T.C. Meno. 1974-44.

| V. Evidentiary | ssue

Petitioner requests that judicial notice be taken of the
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Ri sk Managenent Associ ation (RVMA) Annual Statenment Studies 1998-
1999, 1999-2000, and 2000-2001, and the Methodol ogy/ D scl ai mer
fromthe COctober 1, 2001, Database of the Executive Conpensation
Assessor software and dat abase published by the Econom ¢ Research
Institute (ERI'). Respondent objects to petitioner’s request
because petitioner did not indicate which RVA studies it wanted
the Court to take judicial notice of, and the information
contained in both the RVA and ERI materials does not neet the
criteria under rule 201 of the Federal Rules of Evidence and this
Court’s jurisprudence.

Rul e 201(b) of the Federal Rules of Evidence provides:

Kinds of facts. A judicially noticed fact nust be one not

subj ect to reasonable dispute in that it is either (1)

generally knowmn within the territorial jurisdiction of the

trial court or (2) capable of accurate and ready

determ nation by resort to sources whose accuracy cannot

reasonably be questi oned.

See also Estate of Reis v. Comm ssioner, 87 T.C. 1016, 1026-1027

(1986) .

These materials were relied on by both parties’ experts to
formtheir respective opinions. W have heard the testinony of
both experts and have reviewed their respective reports,
including the materials in issue, which were attached to the
expert reports. The experts relied on these materials, but they
bol stered their opinions with facts other than those consi dered
in producing these materials. Each expert testified, and his

respective opinion was subject to cross-examnation. Wile an
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expert can rely on data that is not adm ssible to formhis
opi nion, such reliance does not elevate the evidence to be
adm ssible for the truth of the mtter asserted. Fed. R Evid.
703.

Petitioner contends that even though the ERl data considers
busi nesses simlar to it, “exceptional business data is not
available”. Petitioner’s statement identifies the issues related
to the application of this data to the instant case. The ER and
RVA materials are conpilations of data that we do not believe
rise to the level required by rule 201(b) of the Federal Rules of
Evi dence. For these reasons, we do not find these materials
subject to judicial notice. However, since we analyzed the data
contained therein in the context of the experts’ reports and
testi nony, whether these materials are adm ssible does not change
our anal ysi s.

V. Conpensation Paid for Prior Year's Services

Petitioner clains that a portion of the total conpensation
paid to its sharehol der-enpl oyees during the tax years in issue
was to renedy past underconpensation. Under sone circunstances,
a taxpayer nmay deduct conpensation paid in one year for services

rendered in prior years. Lucas v. Ox Fibre Brush Co., 281 U S

115, 119 (1930). But to deduct anounts paid as conpensation for
past under conpensation, a taxpayer nust show. (a) Its intention

that part of the current paynents conpensate enpl oyees for past
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services, and (b) the anount of the past underconpensation. See

Pac. Grains, Inc. v. Conm ssioner, 399 F.2d 603, 606 (9th Gr.

1968), affg. T.C. Meno. 1967-7; Estate of Wallace v.

Commi ssioner, 95 T.C 525, 553 (1990), affd. 965 F.2d 1038 (1l1lth

Cir. 1992); Haffner’s Serv. Stations, Inc. v. Conm ssioner, T.C

Meno. 2002-38; Wagner Constr., Inc. v. Comm ssioner, T.C Mno.

2001- 160.

The parties stipulated that petitioner’s board of directors
meeting mnutes indicate that in the tax year ended June 30,

1985, petitioner intended to conpensate its sharehol der-enpl oyees
for past services. The record shows that the anpunt of
conpensation paid in that tax year was nuch larger than it had
been in 1983% and the 4 subsequent years. This indicates that
the paynents were intended to rectify past underconpensation for
services rendered. No such stipulation exists for the years in

i ssue, and no board of directors neeting mnutes for the years in
issue are in the record.

Additionally, in each tax year ending June 30, 1992 through
1996, the total conpensation for a sharehol der-enpl oyee of
petitioner generally increased or remai ned consistent. During
each tax year ending June 30, 1997 through 1999, each of

petitioner’s sharehol der-enpl oyees received | ess total

3These figures are taken fromthe expert reports. There are
no conpensation figures for 1984 in either report.
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conpensation than he had during the June 30, 1996, tax year.
These facts do not support a conclusion that during the years in
i ssue, petitioner was making catchup paynents for the years prior
to 1997. O the years in issue, only for the tax year ended June
30, 2000, did petitioner’s sharehol der-enpl oyees receive
conpensation over that paid in 1996. The record establishes that
this increase resulted frompetitioner’'s obtaining its nost
profitable job ever, not frompetitioner’s intention to renedy
past underconpensation. Even if petitioner intended sone of the
paynments in issue to renedy past underconpensation, petitioner
failed to establish the anmount of the past underconpensation or
how nmuch catchup conpensati on was all egedly paid during each year
in issue. Therefore, we hold that none of the conpensation
petitioner paid for the years in issue was to renedy past
under conpensati on

We do not include this as a factor in our reasonabl eness- of -
t he- conpensati on anal ysis because such a finding would not
necessarily indicate the sharehol der-enpl oyees were
overconpensated. Instead, that analysis is based on the factors
di scussed bel ow.

VI. Application of Reasonabl e Conpensati on Factors

A. Empl oyee Qualifications

An enpl oyee’ s superior qualifications may justify high

conpensation for his services. See Charles Schneider & Co. v.
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Conmi ssi oner, 500 F.2d at 152; Wagner Constr., Inc. v.

Conmi sSsi oner, supra.

Petitioner clains that through Darle’s, Rocky’s, and Dean’s
exceptional qualifications it was able to maintain fairly
consistent yearly sales and remain profitable in a highly
conpetitive industry. Respondent agrees that Darle, Rocky, and
Dean did “contribute superior qualifications to the successful
operation of the petitioner[’]s business”.

A factor that contributed to petitioner’s success was
petitioner’s ability to obtain profitable construction jobs.
Petitioner obtained jobs primarily by submtting the | owest bid
to a general contractor, and Darle was solely responsible for
preparing each bid. Darle’s estimate of the cost to conplete a
job was the nost significant aspect of preparing a bid. |If
Darle’s estinate was i naccurate, petitioner would neither receive
the job, because its bid was too high, nor make a profit. Darle
t heref ore deserved hi gh conpensati on because of his know edge and
experi ence.

Al t hough Rocky was petitioner’s vice president and Dean was
petitioner’s treasurer during the years in issue, the facts
indicate that they primarily perfornmed the duties of job-site
supervi sors, not executives. FEach has been working for
petitioner since the early 1980s and worked between 55 and 60

hours per week during the 1990s and 2000. Petitioner’s financial
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success was directly correlated with conpleting jobs within
budget. As supervisors with about 20 years of experience each,
Rocky and Dean nade sure each job was conpleted in an efficient,
cost-effective manner. Their know edge and experience warranted
hi gh conpensation for their services for each year in issue.
This factor favors petitioner.

B. Nat ure, Extent, and Scope of an Enpl oyee's Wrk

An enpl oyee’ s position, duties perforned, hours worked, and
general inportance to the corporation’s success may justify high

conpensation. See Charles Schneider & Co. v. Conm ssioner, supra

at 152.

1. Darle

Petitioner argues that Darle was a key enpl oyee. M.
Her ber, respondent’s expert, simlarly opined that Darle was the
key enpl oyee of petitioner. Petitioner’s business nodel was to
mai ntai n consistent yearly sales. Petitioner’s success depended
on two things: (1) Accurately estimating the cost of conpleting
a job, and (2) conpleting the job within budget. Darle was the
sol e individual responsible for preparing these bids. In
addition to performng his duties as petitioner’s CEQ Darle
performed many other tasks. Darle also testified that he worked
about 50 hours per week during the years in issue. W believe
that Darle’s 20 years of experience were irreplaceable to

petitioner. Therefore, we find that the nature, extent, and
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scope of Darle’s work justify high conpensation. This factor
wei ghs in favor of petitioner with respect to Darle’s
conpensati on.

2. Rocky and Dean

Petitioner has not offered any evidence detailing Rocky' s or
Dean’s duties as officers, but the record nmakes it clear that
Rocky and Dean prinmarily worked as job-site supervisors.

Petitioner’s position appears to be that job-site
supervisors are inportant to its success. W agree. Because
petitioner’s jobs are awarded in a |l owbid process, it was
necessary for petitioner to remain within its budget. This was
confirmed by Darle’ s testinony that enpl oyee productivity was one
of the keys to petitioner’s profitability. Rocky and Dean made
this happen. According to the Mnnesota Wrk Force Center 1999
Sal ary Survey, relied on by both experts, Rocky’ s and Dean’s
duties appeared to be simlar to those of a construction manager
who has nunerous responsibilities. One specific duty of a
constructi on manager was to nake sure a job was conpleted within
budget. Both Rocky and Dean had about 20 years of supervisory
experience, and this experience added to petitioner’s success.

Respondent argues that the nature, extent, and scope of
Rocky’ s and Dean’s services are not “in any way unique to the
petitioner.” W do not believe that the uni queness of their

services is dispositive of this factor. Rocky and Dean were both
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integral to petitioner’s success, and each averaged between 55
and 60 work hours per week during the years in issue. Rocky and
Dean arrived at petitioner’s place of business at about 5:30 a.m
to load the work trucks and deliver the materials to specific job
sites. Rocky and Dean hung drywal |l and perfornmed any ot her

physi cal task that needed to be done. Petitioner’s consistent
sal es and substantial pretax profit margi ns before sharehol der-
enpl oyees conpensation were due in part to the skills,

dedi cation, and efforts of Rocky and Dean. W find the extent
and scope of Rocky’'s and Dean’s duties warrant high conpensation.
This factor favors petitioner with respect to Rocky' s and Dean’s
conpensati on.

C. Size and Complexity of Petitioner’s Business

Courts consider the size and conplexity of a taxpayer’s
busi ness when deci ding the reasonabl eness of conpensation paid to

its sharehol der-enpl oyees. See RTS Inv. Corp. v. Conm Ssioner,

877 F.2d at 651; Charles Schneider & Co. v. Conm ssioner, 500

F.2d at 152. A conpany’s size is determned by its sales, net

i ncone, gross receipts, or capital value. See Beiner, Inc. V.

Conmi ssioner, T.C. Meno. 2004-219; Wagner Constr., Inc. V.

Conmi ssioner, T.C. Menp. 2001-160.

During the tax years in issue, petitioner was a snal
busi ness, as neasured by its annual gross sales, and its business

nodel indicates it was not interested in growh. After review ng
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petitioner’s financial docunents, both experts concl uded that
petitioner’s annual sales were fairly constant during the 1990s.
Petitioner argues that these facts tip the scale inits favor.
Respondent conversely contends that this factor supports the
position that the sharehol der-enpl oyees were unreasonably
conpensat ed because petitioner’s business was snmall and sinple.
As we understand this argunent, respondent believes petitioner’s
busi ness was sinple because a conpetitor could establish a
drywal | construction business for a nere $300 investnent, and
because the drywal | business did not require substanti al
scientific and highly technical knowl edge. See B & D

Foundations, Inc. v. Conm ssioner, T.C. Menp. 2001-262.

We do not agree with either party’ s analysis. Petitioner’s
consi stent sales and net inconme do not show that its business was
| arge or conplex. Nothing in the record supports a finding that
petitioner’s business was different fromany other drywall
construction business, except that its business nodel was to
mai ntai n consi stent yearly sales. An independent investor would
have been unwilling to increase an enpl oyee’ s conpensati on where
the corporation is not expected to increase sal es because that
coul d have decreased the investor’s return (assum ng costs
remai ned the sane). Simlarly, an independent investor m ght have
been hesitant to increase an enpl oyee’s conpensati on where the

enpl oyee had no substantial or specified training.
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On the other hand, although the drywall business did not
require highly technical know edge, petitioner’s sharehol der-
enpl oyees devel oped the skills and nethods to accurately bid on
and conpl ete projects wthin budget. An individual could have
entered the drywall construction business with a nmere $300
i nvestnent, but there was no guarantee of success. Darle
credibly testified that a nunber of conpetitors energed and
failed since petitioner has been in existence. Petitioner has
been engaged in the drywall business for nore than 20 years, and
its success depends on the tinme-tested skills and judgnent of its
key enployees. In a conpetitive industry such as this,
petitioner’s devel opnent of business nmethods and techni ques
directly related to its success. The successful execution of
t hese nmet hods was conplex or, at a mnimum difficult. W also
believe that the | eanness of petitioner’s managenent and the
mul tiple duties each sharehol der-enpl oyee performed further weigh
agai nst respondent. Consequently, we find this factor to favor
petitioner.

D. Ceneral Econom c Conditions

Anot her factor we take into consideration is the enployee’s
i npact on the corporation’s success conpared to the inpact of the

general economc conditions. See RTS Inv. Corp. v. Conm Ssioner,

supra at 651. This conparison hel ps indicate whether the



- 24 -
busi ness’ s success is attributable to the enpl oyee’s prowess and
acunen or to other economc factors.

Petitioner argues its business was insulated fromthe
exi sting economc conditions. Dr. Sliwoski’s report states that
petitioner was shielded fromeconomc fluctuations when conpared
to other simlar businesses because of its exceptional managenent
and busi ness nodel that focused on consistent sales rather than
growh. Dr. Sliwoski did acknow edge in his report that the
econom c conditions were favorable for the entire construction
i ndustry during nuch of the 1990s. G ven the favorable economc
condi tions, respondent urges us to hold that the conpensation
petitioner paid Darle, Rocky, and Dean was unreasonable. W
agree that the econom c conditions were favorable, but whether
this factor supports either party depends on how these conditions
af fected petitioner’s business.

Petitioner’s gross yearly sales in the 1990s renmained fairly
consistent. Only during the tax year ended June 30, 2000, did
petitioner have a significant spike in sales. This spike was
nmostly attributable to one large job petitioner had obtai ned.

G ven petitioner’s business nodel and its consistent annual gross
sal es, we believe the econom c conditions had, at nost, a m ninma
i npact on its success. In addition, nothing in the record

i ndi cates that any of petitioner’s sharehol der-enpl oyees worked

f ewer hours because the econom ¢ conditions were favorable. No
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matter how favorable the econom c conditions were, petitioner’s
success depended on obtaining jobs through the bidding process
and conpl eting each job wthin budget. 1In other words,
petitioner’s success depended on how well Darle, Dean, and Rocky
performed their respective jobs, not on the econony’s health. W
hold that this factor weighs in petitioner’s favor because its
success was not a function of econom c circunstances.

E. Conparison of Salaries Wth Distributions to
St ockhol ders and Ret ai ned Ear ni ngs

The Court of Appeals for the Eighth Grcuit has stated that
t he “absence of dividends to stockhol ders out of avail able
profits justifies an inference that sone of the purported
conpensation really represented a distribution of profits as

dividends.” Paul E. Kummer Realty Co. v. Comm ssioner, 511 F.2d

at 315; Charles Schneider & Co. v. Comm ssioner, 500 F.2d at 153;

see also RIS Inv. Corp. v. Commi ssioner, 877 F.2d at 651.

Petitioner never declared a dividend.

However, corporations generally are not required to pay
dividends. In addition, Darle testified that petitioner did not
pay dividends because it wanted a financial cushion in case it
had difficulty obtaining jobs. Petitioner had retained earnings
of $781, 702 as of June 30, 2000. Respondent woul d argue that
petitioner’s retained earnings exceeded the anount needed to
sustain its business. W do not find these anbunts so excessive

as to warrant us to second-guess Darle’s business judgnent.
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As we have nentioned, the independent investor test neasures
whet her a corporation’s shareholders received a fair return on
their investment. Return on equity neasures the appreciation of
t he stockhol ders’ investnents through the corporation’s

retai nment of earnings. See Omensby & Kritikos, Inc. v.

Conmi ssioner, 819 F.2d at 1326-1327; Hone Interiors & G fts, Inc.

v. Comm ssioner, 73 T.C 1142, 1161 (1980); see also Rev. Rul.

79-8, 1979-1 C. B. 92 (stating conpensation may be reasonabl e even
when the corporation never paid a substantial portion of its
earnings and profits as a dividend).

Each party’ s expert anal yzed whet her an i ndependent investor
woul d consi der the anmount of conpensation paid by petitioner
reasonable in light of the return on equity (ROE) petitioner’s
sharehol ders received. To do this, the experts first determ ned
the appropriate assuned rate of return on equity that an
i ndependent investor would find acceptable for each year in
issue. The parties do not agree on the assuned equity rate of
return. The second step is to determ ne the appropriate period
in which to conpare the ROE received by petitioner’s sharehol ders
with the assuned rates. The parties do not agree on the

appropriate period.
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1. Assuned Rate of Return

Bot h experts used the build-up approach to cal cul ate the
assuned rate of return for the tax years in issue. The build-up
approach starts with the risk-free rate of return for the year in
i ssue, and three adjustnents are nmade: An equity risk
adj ustnent, a size adjustnent, and a conpany-specific risk
adjustnent. The only adjustnent the parties do not agree on is
t he conpany-specific risk adjustnent. This adjustnent cannot be
found in reference materials; rather, it requires a factual
determ nati on

Dr. Sliwoski, petitioner’s expert, found a conpany-specific
ri sk adjustnment of negative 2.5 percent because he determ ned
that petitioner was subject to mniml business risks and
extrenmely mnimal financial risk. By contrast, M. Herber,
respondent’ s expert, concluded that the conpany-specific risk
adj ust nent shoul d be positive 5 percent for each tax year in
issue. M. Herber considered petitioner’s size (as neasured by
annual sales), industry risks, lack of managenent depth, and the
conpetitive nature of the drywall construction business as
factors in making the conpany-specific adjustnent.

Having revi ewed the parties’ respective positions, we
di sagree in part with each expert’s conpany-specific risk
adj ustnment analysis. W find the total conpany-specific risk

adj ustnent to be negative 2 percent for each year in issue. W
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make the negative-2-percent adjustnent on the basis of
petitioner’s conservative capital structure as reflected inits
anpl e cash reserves and borrowi ng capacity as defined by Dr.
Sliwoski, |ow debt-to-equity ratio, and busi ness nodel to
mai ntai n consi stent yearly sal es.
Therefore, we hold that an i ndependent investor would find

the foll owm ng assuned rates of return acceptabl e:

TYE TYE TYE
Fact or June 30 June 30, June 30, 2000
1998 1999
Ri sk-free rate 6. 0% 5.4% 6. 8%
Equity risk prem um 8.2 8.4 8.5
Si ze prem um 3.3 2.6 4.3
Conpany specific (2.0) (2.0) (2.0)
ri sk prem um
Assunmed rate of 15.5 14. 4 17.6
return

The average assuned rate of return for the years in issue was
15. 8 percent.

2. Tine Period and Cal cul ati on

The parties conputed the conmpound grow h rates of
petitioner’s shareholders’ equity for 20-year and 10-year
periods. Instead of using conmpound growh rates to determ ne
whet her an i ndependent investor would be satisfied with the
return on its investnent, this Court has generally calculated a
corporation’s RCE by dividing its net incone after tax for a

specific year by its shareholders equity. See B & D Foundati ons,

Inc. v. Comm ssioner, T.C Menp. 2001-262 (discussing the RCE
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calculation in greater detail); Labelgraphics, Inc. v.

Comm ssioner, T.C Meno. 1998-343, affd. 221 F.3d 1091 (9th G

2000). Sharehol der equity is either the corporation’s
sharehol ders’ equity at the beginning of that year, e.g., Al pha

Med., Inc. v. Comm ssioner, T.C Meno. 1997-464 at n. 8, revd. on

ot her grounds 172 F.3d 942 (6th Gr. 1999), the sharehol ders’

equity at the end of the year, e.g., Labelgraphics, Inc. v.

Conm ssi oner, supra, or the year’s average sharehol der equity,

e.g., Dexsil Corp. v. Conm ssioner, 147 F.3d 96, 99 (2d G r

1998), affg. T.C. Meno. 1995-135; see B & D Foundations, Inc. v.

Comm ssi oner, supra. W shall apply the general RCE approach in

this case using petitioner’s sharehol ders’ equity at the
begi nning of each tax year in issue.

Moreover, the parties do not agree on the appropriate tine
period to determ ne whether petitioner’s sharehol ders’ ROE woul d
satisfy an i ndependent investor. Petitioner argues that we
should review the entire period it has been incorporat ed.
Respondent argues that an i ndependent investor would find the 10-
year period ending with 2000, the last year in issue, to be a
nore accurate representation of its investnent. If we were to
consider petitioner’s tax years outside of the 3 years in issue,
we would be inclined to review the entire period it has been
i ncorporated. However, given the facts of this case, an anal ysis

focused on the years in issue is nore appropriate.
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Respondent also relies on Al pha Med., Inc. v. Conm ssioner,

supra, and Eberl’s CdaimServ., Inc. v. Conmm ssioner, T.C Meno.

1999- 211, affd. 249 F.3d 994 (10th Cr. 2001), for the
proposition that the ROE should be anal yzed only for each tax
year in issue separately. Petitioner argues that respondent’s
anal ysis should not be relied on because he incorrectly
interpreted this Court’s jurisprudence.

We agree that the independent investor would initially focus
on each of the 3 years in issue separately. However,

respondent’s reliance on Alpha Med., Inc. and Eberl’s daim

Serv., Inc. is partially msplaced. Unlike those cases, the

total capital investnent of $11,300, as of 1982, nade by the

shar ehol der-enpl oyees in this case was not de mnims considering
a conpetitor could establish a drywall construction business with
only $300. Also, in this case, there are three sharehol der-

enpl oyees, conpared to a single sharehol der-enpl oyee in each of
those cases. These differences sufficiently distinguish this

case fromthe reasoning used in Al pha Med., Inc. and Eberl’s

CaimServ., Inc. to viewthe years in issue only separately.

Thus, we shall consider the years in issue collectively and
separately.
Petitioner’s RCE for the tax year ended June 30, 1998, was

7.8 percent, for the tax year ended June 30, 1999, negative 4.1
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percent, and for the tax year ended June 30, 2000, 41.3 percent.?*
The average RCE for the 3 years in issue was 15 percent, which is
very close to our average assuned rate of return. The average
RCE is slightly | ess because in the tax year ended June 30, 1999,
petitioner had a negative ROE. However, the fact that
petitioner’s CEO received | ess conpensation in that year than in
any of the previous 5 years and did not receive a bonus in that
year nullifies any negative inference we would have drawn.
| nstead, these facts support the conclusion that Darle’s
conpensation was in accord with performance, which was reasonabl e
for a CEO Furthernore, petitioner’s ROE for the tax year ended
June 30, 2000, was substantial. Analyzing the ROE of the years
in issue together in this case elimnates anomalies created by
fluctuations in a given year. Therefore, |ooking at the years
before us together, we hold that this factor favors petitioner.

F. Comparison of Conpensation to G-oss and Net | ncone

Conpensation as a percentage of a taxpayer’s gross and net
i ncone has been considered in deciding whet her conpensati on was

reasonable. See RIS Inv. Corp. v. Conni ssioner, 877 F.2d at 650.

The conparison of salaries to net inconme is nore inportant

because it “nore accurately gauges whether a corporation is

“We cal cul ated RCE by dividing the year’s net incone by the
year’s begi nning total shareholder equity. W used the figures
in the financial docunents included in the expert reports to
determ ne RCE
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di sguising the distribution of dividends as conpensation.”

Wagner Constr., Inc. v. Conm ssioner, T.C. Meno. 2001-160 (citing

Onensby & Kritkos, Inc. v. Conm ssioner, 819 F.2d at 1325-1326).

Respondent provided a chart that expressed the sharehol der-

enpl oyees’ conpensation as a percentage of gross receipts and net
pretax inconme for tax years ended June 30, 1990 through 2000.
Wth respect to the years in issue, respondent determ ned that

t he sharehol der - enpl oyees’ conpensation was as fol | ows:

Net incone

Conpensati on bef ore taxes
paid to and
TYE petitioner’s G oss shar ehol der
June 30 shar ehol ders receipts Per cent conpensati on Per cent
1998 $600, 000 $1, 857, 221 32% $673, 651 89%
1999 592, 727 1, 688, 437 35 548, 980 108
2000 940, 000 2,905, 034 32 1,277,316 74

Petitioner argues that this factor should not be afforded nmuch
wei ght because Darl e, Rocky, and Dean each wore “three hats”--
directors, officers, and key enpl oyees—which required themto
perform duti es above and beyond their respective titles.

Wil e we disagree with both parties’ analyses, we find this
factor favors respondent. The sharehol der-enpl oyees’
conpensati on expressed as a percent of gross incone was fairly
consistent in the years in issue and was a significant portion of
the net inconme. |In sone cases, the percentages may be | ess
i ndi cative because the qualifications of the sharehol der-

enpl oyees and the nature, extent, and scope of their work support
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petitioner’s paying them high conpensation. See, e.g., Mad Auto

Wecking, Inc. v. Conmm ssioner, T.C. Menp. 1995-153 (deciding

this factor to be neutral where the officers’ qualifications and
the nature, extent, and scope of their work supported high
conpensati on, but where their conpensation represented a
significant percent of gross inconme and book net inconme (before
deducting the officers’ conpensation) and even exceeded the
anount of net incone in a tax year). However, in this case we

t hi nk the percentages favor respondent because petitioner’s

shar ehol der - enpl oyees’ conpensation was a substantial portion of
its net inconme and even exceeded its net incone in the tax year
ended June 30, 1999.

G Ext er nal Conpari son

This factor conpares the sharehol der-enpl oyees’ salaries to
the salaries that simlar conpanies pay for simlar enployee

servi ces. See Elliotts, Inc. v. Comm ssioner, 716 F.2d at 1246.

In this case, salary surveys were used by both parties’ experts.

1. Darl e--Petitioner’'s CEO

Wth respect to Darle’s conpensation, Dr. Sliwoski relied on
ERI's conpensation tables for the conparison. He testified that
the proper standard industry code (SIC) for petitioner’s drywall
construction business was SIC 1742, “Plastering, Drywall, and
I nsulation”. H's report included a table which was titled “Table

3: SIC 1742: Chief Executive Oficer Conpensation: Years Ended
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June 30, 1998 through June 30, 2000". After review ng the
attachnments to the report, it is clear that Dr. Sliwoski included
data from SIC 1799, “Special Trade Contractors”, not SIC 1742.
Dr. Sliwoski testified that he used the SIC 1799 data because it
i ncl udes a broader pool of construction industries than SIC 1742
and provi des nmaxi mum conpensation fi gures.

Respondent exhorts us to disregard petitioner’s expert’s
report and testinony with respect to the external conparison
anal yses because they both relied on the incorrect SIC. In this
case, we agree such action is warranted because both experts
agreed that SIC 1742 was the nost relevant, not SIC 1799. See

Hel vering v. Natl. Gocery Co., 304 U S. 282, 295 (1938) (holding

that the trier of fact is not bound by any expert witness’'s
opi nion and may accept or reject expert testinony, in whole or in
part, in the exercise of sound judgnent).

M. Herber correctly used SIC 1742 to conpare Darle’s
conpensation. The ERI data indicates the total conpensation for
CEGCs in the 90th percentil e® was $183, 805, $184, 499, and $235, 270
for 1998, 1999, and 2000, respectively.® According to the ER
data, Darle was conpensated substantially above simlarly

situated CEGs whose conpensation was in the 90th percentile. On

SNinetieth percentile nmeans that only 10 percent of the
year’'s data |lies above this figure.

The ERI date was based on cal endar years, but the tax years
in issue were fiscal years ending on June 30.
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the basis of this data, Darle’ s experience, and petitioner’s
strong profitability before taxes and sharehol der-enpl oyee
conpensation, M. Herber estimated a high and | ow tot al
conpensati on range.

At first glance, the ERI data from SIC 1742 appears rel evant
because it is based on the proper SICand is limted to
busi nesses in the Fargo, North Dakota, area, and it accounts for
petitioner’s size as neasured by revenues. However, the ER data
does not take into account the nunber of hours the simlarly
situated CECs worked or the duties they perforned. Darle was
solely responsible for determ ning the anount petitioner would
bid on each job. However, the ERI data does not indicate that
the CEGCs in simlar conpanies also had this responsibility. 1In
addition, Darle perforned many tasks that may not be
traditionally perforned by a CEO. The ERI materials included in
the record fail to indicate whether other CEGs perfornmed simlar
tasks. The ERI data al so does not state the business nodel of
the corporations included in its data. It is plausible that CEGCs
wor ki ng under different business nodels may expect to be
conpensated differently. Considering these facts, we pl ace
little weight on these materials and are unwilling to concl ude
that the ERI data is sufficient for us to find that Darle’s

conpensati on was unreasonabl e.
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M. Herber relied on the National Institute for Business
Managenent (N BM Executive Conpensation Survey and the RVA
studies in addition to the ERI data to conpare Darle’s
conpensation. The NIBM data M. Herber relied on was for
conpanies nost simlar to petitioner on the basis of overall size
in ternms of revenues, having sales volune of |ess than $5
mllion, and businesses classified as construction, contracting,
or extraction. However, at trial, M. Herber testified that
Nl BM s survey group included industries that were not conparable
to petitioner’s, including mneral extraction, and we shall not
rely on the informati on contained therein.

M. Herber also used the RVA data to conpare Darle’s
conpensati on, represented as a percentage of incone, to a subject
group conposed of conpanies in the SIC 1742 category and havi ng
revenues simlar to petitioner’s. Oficer-sharehol der
conpensation is expressed as a percentage of total revenue. For
1997 through 1999, officer-sharehol der conpensation represented

as a percentage of revenues was as foll ows:

25t h 75t h
Cal endar year percentile Medi an percentile
1997 2.8% 4. 4% 7. 7%
1998 3.2 5.1 7.5
1999 3.7 5.0 7.4

Darl e’ s conpensation as a percentage of total revenues for

the tax years ended June 30, 1998 through 2000, was 16.2 percent,
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16.7 percent, and 15.1 percent, respectively. These figures
indicate that Darle’s conpensati on expressed as a percentage of
total revenue exceeded the 75th percentile.

M. Herber then attenpted to calculate Darle’ s reasonabl e
conpensati on using these percentages. W do not believe that
such a conputation is possible because the RVA data is provided
only up to the 75th percentile. Nor do we believe that
estimating the percentage for petitioner’s CEOis appropriate or
accur at e.

This factor is neutral, with respect to Darle, because the
parties failed to provide conparabl e conpensation data that was
per suasi ve.

2. Petitioner's Oher Oficers/Job-Site Supervisors

Rocky and Dean both had officer titles but primarily
performed duties as job-site supervisors. Both parties’ experts
relied on information fromthe Wb site of the M nnesota Wrk
Force Center (MAFC) of the M nnesota Departnent of Econom c
Security and determ ned that Rocky’s and Dean’s job
responsibilities are anal ogous to those of “construction
managers”. The MAFC 1999 sal ary survey that estinmated
construction managers’ salaries for the fourth quarter 2000 is

summari zed bel ow.
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50t h

10t h 25th percenti | 75th 90t h
Aver age percentil percentil e percentil percentil
e e (nmedi an) e e
Hour |y $26. 47 $15. 27 $20. 04 $24.62 $28. 88 $42. 39
wage
Annual 55, 073 31,771 41, 670 51, 196 60, 070 88, 171
sal ary

For each year in issue, Rocky and Dean were each conpensated
above the 90th percentile annual salary amount. M. Herber used
the 90th percentile as the starting point to determ ne the anount
of reasonabl e conpensation for their services.

M. Herber determned that four additional factors should be
taken into consideration when determ ni ng whet her the
shar ehol der - enpl oyees were overconpensated. The first factor
consi ders whet her a sharehol der-enpl oyee’s experti se enhanced the
corporation’s profitability. M. Herber determ ned, and we
agree, that Rocky’ s and Dean’s prowess contributed to
petitioner’s profitability. The second factor considers a
shar ehol der - enpl oyee’ s experience. W have already concl uded
that both Dean and Rocky had significant and val uabl e experi ence.
The third factor considers the nunber of hours the sharehol der-
enpl oyee dedi cated to the taxpayer’s business. W have al so
found that Rocky and Dean have both dedi cated between 55 and 60
hours per week to petitioner’s business. This factor is
particularly significant because it appears that the average
hourly rate of $26.47 was sinply cal cul ated by dividing the

average annual wage of $55,073 by 52 weeks and then by 40 hours
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per week. This sinple calculation indicates that Rocky and Dean
wer e deserving of conpensation beyond that contained in the MAFC
tables. The final factor considered was the |evel of managenent
required for the drywall installation business versus overseeing
the construction of an entire building. Cearly, the level of
supervision is less in the drywall business as it is nerely an
aspect of constructing an entire building. Considering these
factors, we hold that Dean and Rocky deserved to be conpensated
above the 90th percentile as found in the MAFC dat a.

Annual i zing the 90th percentile hourly wage on the basis of
a 55-hour work week reveals that Rocky and Dean woul d have
recei ved about $121,235 in conpensation per year. Rocky and Dean
woul d have then received conpensation that exceeded the 90th
percentil e annual income adjusted for the nunmber of hours worked
by 23.7 percent for tax years ended June 30, 1998 and 1999, and
100. 6 percent for the tax year ended June 30, 2000. Taking into
consideration the four factors that M. Herber identified, we
believe that Rocky and Dean deserved to be conpensated above this
adj usted anount. Their experience and the nature, extent, and
scope of their work support this conclusion. After weighing al

the facts, we find this factor to be neutral.
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H Petitioner’s Salary Policy as to Al Enpl oyees

Courts have considered the salary policy of the taxpayers as
to all enployees (sonetines referred to as internal consistency)
in determ ning whether its sharehol der-enpl oyees recei ved

reasonabl e conpensation. See Charles Schneider & Co. V.

Conmi ssioner, 500 F.2d at 152; Hone Interiors & G fts, Inc. v.

Commi ssioner, 73 T.C. at 1159. This factor is probative because

it questions whether the sharehol der-enpl oyees, because of their
status as such, were conpensated differently frompetitioner’s

ot her enpl oyees. See Owensby & Kritikos, Inc. v. Conm ssioner,

819 F.2d at 1329. For exanple, a reasonable, |ongstanding, and
consistently applied conpensation plan is evidence of reasonable

conpensation. See Elliotts, Inc. v. Conm ssioner, 716 F.2d at

1247.
In this case, petitioner paid bonuses to its non-
shar ehol der - enpl oyees and shar ehol der - enpl oyees. The bonuses
t hat the nonsharehol ders received were not paid annually,
appeared never to exceed their respective annual conpensation,
were relatively insignificant in anmount, and were not part of a
| ongst andi ng, consistently applied conpensation pl an.
Conversely, the bonuses paid by petitioner to its
shar ehol der - enpl oyees were paid annually (except that Darle did
not receive a bonus in 1997, 1998, or 1999), and they often

exceeded each sharehol der-enpl oyee’ s base annual salary. More



- 41 -
inportantly petitioner paid its sharehol der-enpl oyees annual
bonuses regularly, unlike its non-sharehol der-enpl oyees. On the
basis of these facts, this factor favors respondent.

| . Petitioner’'s Pretax Profit Margin

Petitioner clains that its pretax profit margin before
shar ehol der - enpl oyee conpensation indicates that it was
exceptionally well managed. The pretax profit margin before
shar ehol der - enpl oyee conpensati on was cal cul ated by dividing the
pretax net incone before sharehol der-enpl oyee conpensati on
expense by annual sales. Conversely, respondent argues that
petitioner’s mean pretax profit margins after sharehol der
conpensation for the years at issue and over a 10-year period
were virtually identical to the industry average.

After conparing petitioner’s pretax profit margin before
shar ehol der - enpl oyee conpensation to RVAW s annual statenent
studies, which were for SIC 1742, we find that petitioner had an
exceptional pretax profit margin before sharehol der-enpl oyee
conpensation for each tax year in issue. This indicates
petitioner’s sharehol der-enpl oyees were deserving of high
conpensation. However, we are mndful that petitioner’s pretax
profit margin after sharehol der conpensati on was not exceptional,
and the conpensation paid to petitioner’s sharehol der-enpl oyees
depleted its earnings significantly. Nevertheless, we find this

factor to be neutral for each year in issue because the profit
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mar gi n after sharehol der conpensati on was near the industry
average, and we see no conpelling reason to require an above-
average return.

VI1. Concl usion

A preponderance of the evidence shows that petitioner’s
shar ehol der - enpl oyees were reasonably conpensated for each year
in issue. Therefore, petitioner may deduct in full the
conpensation it paid to Darle, Dean, and Rocky for each year in
i ssue.

To reflect the foregoing and give effect to the parties’

concessi ons,

Deci sion will be entered

under Rul e 155.




